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Honorable William M. King . Opinion No. C-630
Securitles Commissioner of Texas

Sam Houston State Office Bullding Re: Payment of dividends
Austin, Texas from earned surplus.

Dear Mr. King:

In your opinion request you h&ve aubmitted the
following questions:

1. May a domestic corporation lawfully
pay dividends in cash, property, or shares out
of 1ts earned surplus to any personsg other than
its shareholders?

2. May a life insurance corporation,
chartered and authorized to 4o buainese in the
State of Texas, lawfully pay dividends in cash,
property or sharea out of its earned surplus to
policy holdera?"

The payment of dividends by a domestic corporation
organized under the Texas Business Corporation Act is controlled
- by Article 2.38 of such Act.

Article 2.38, Texas Business Corporation Act, pro-
vides as followas:

"A. The board of directors of a corporation
may, from time to time, declare, and the corpora-

tion may pay, dividends on lts outstanding shares
4in cash, in property, or in 1t8 own shareB. . . .
(Emphasis added.)
The above Qquotatlon clearly limits a corporation
coming within the terms thereof to pay dividends only to its
outstanding shareholders.

Therefore, the answer to your first question must
be answered in the negative.
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Hon. William M. King, page 2 (0-630)

Your second question relates to whether a life
insurance corporation may pay dividends out of its earned
surplus to policyholders.

The. Texas Business Corporation Act, Article 2,01,
Sec., B(4)(d) and Article 9.14, Sec. A, excludes insurance
companies of every type and character that operate under
the Insurance laws of this State, except to the extent that
the insurance laws of this State contain no provision in
regard to some of the matters provided in the Texas Business
Corporation Act. ‘

Those portions of the Texas Insurance Code controlling
payment of dividends by insurance companies are as follows:

Article 3.11 providest

"No 1ife insurance company shall declare or

pay dlvidends to its policy holders, except from

the expense loadlng and profits made by such com-
any; provided, however, any such company not
showing a profit may pay dividends on its participa-
ting policies from the expense loading on such
policies. . . .No such company shall declare or
pay any dividends to its stockholders, except

from the earned surplus of sald company, &8

defined in, and in the manner authorized or

provided by the Texas Business Corporation Act.
. (Emphasis added.)

Article 3.01, 8ec. 11, provides:

"The !'profits! of a company are that
portion of its funds not required for the
payment of losses and expenses, nor set
%part for any other purpose required by

aw, =3

Article 21.31 provides: -

"It shall not be lawful for any insurance
company organized under the laws of this State
to make any dlividend, except from surplus profits
arising Trom its business, In esEimaEIng such
profils, there shall be reserved therefrom the

lawful reserve on all unexpired risks and also
the amount of unpaid losses, whether adjusted or

~3057~



Hon. William M. King, page 3 (C-630)

‘unadjusted, and all other debts due and payable,
r to become due and payable, by the company.
. " (Emphasie added.

Article 21.32 provides:

"No 1life, health, fire, marine, or inland
insurance company, organized under the laws of
this State, shall make any dividend except from
the s lus profits aris from its Snlgﬁea:w
n el%i%?iing such profits, there Bhall bé re-
served therefrom the lawful reserve on all un-
expired risks computed in the manner as provided
elsevwhere in this Code, and also there shall be
reserved the amount of the unpaid losses, whether
adjusted or unadjusted; all sums due the company
on bonde, mortgages, stocks and book accounts,
of which no part of the principal or interest
thereon has been paid during the year preceding
such estimate of profits, and upon which suit
for foreclosures or collections has not been
commenced, or which after Judgment has been
obtained thereon shall have remained more than
two Yyears unsatisfied, and upon which interest
shall not have been paid. In case of any such

- Judgment, the interest due or accrued thereon
and remaining unpaild shall also be reserved.
. +» . (Emphasis added.)

It is observed from the foregoing Articles of the
Insurance Code that policyholders of an lnsurance company can
be paid dividends from two sources, to-wit: (1) expense
loading, and 2) profits made by such company. The term
profits efined in the above quoted articles.

An insurance company can pay dividends to stockholders
only from the earned surplus of the company as defined in the’
Texas Business Corporation Act, Article 1. 02, S8ec. A(13) which
states as follows:

_ "(13) ‘Earned Surplus' means that portion

of the surplus of a corporation remalning after
‘deducting from its net profits, income and realized

" gains and losses from the date of incorporation or
from the latest date when a deficit was eliminated
by an application of its capital surplus or stated
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capital, or otherwise, all subsequent distributions
to shareholders and transfers to stated capltal

and capital surplus to the extent such distribdbu.
tions and transfers are made out of earned surplus.”

Prior to 1963, insurance companies were allowed to
pay dividends to thelr stockholders only from the profits made
by said companies not including surplus arising from the sale-
of stoeck., In 1963, the 58th Legislature amended Article 3.11,
Texas Insurance Code, as the same 1s above quoted.

From & review of Article 1.02, Sec. A(13), Texas
Business Corporation Act, it is obvious that "Earned Surplus”
as therein defined would include "profits” and "surplus profita”
&8 defined in Article 3.01, Sec. 11; Article 21.31; and Article
21.32, Texas Insurance Code. This coneclusion is strengthened by
the last sentence of the first full paragraph on Page 15,
Volume 3A, V.A.T.S., which says "Earned surplus, at any time,
includes current profits and is not necessarily a year end
figure.® Also, in United North and South Development Co
v. Heath, 78 8,W.2d 650 (Tex.Civ.App. 1935, error ref.
Court quoted with approval from Edwards v. Douglas, 269 U.S.
205, 8.ct. 85, 70 L.Ed. 235, Wefre—f%ﬁfc "earned
surplus" is derived wholly from undistributed profits.

It would appear that there is a conflict between the
provieione of the Insurance Code allowing dividends from the
profite of the company to be paid to pollicyholders, and the
provisions of the Texas Business Corporation Act allowing only
shareholders to be paid dividends out of earned surplus. It
is the opinion of this office that the specific provisions of
the Insurance Code allowing dividends to policyholders must
control over the general provisions of the Texas Business
Corporation Act that restrict earned surplus to the payment
of dividends only to shareholders,

This office on previous occasions has concluded that
insurance companies can pay dividends to policyholders out of
profits of the company. Atty. Gen. Op. (1943) No. 0-H696 and
Atty. Gen, Op. (153) No. 5052. Opinion No. 0-4696 concluded
that an insurance company conducting life, health and accident
business in different departments must show a profit from the
total operation of the compan berhre'dividenag could be paid

P
upon %§x participa g go eﬁ. Opinion Ko. 5052 stated that
& provision a particlpating policy providing for the payment
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of dividends from the surplus earnings of the company, and
further providing that such dividends would never bhe leas than
the dividend paid on a specifled number of common shares of the
company, was in compliance with the law.

The State Board of Insurance has for many years approved
insurance policy forms providing for the payment of dividends to
policy holders out of the profits of the company.

In view of the fact that the Insurance Code unquestionadly
allows the payment of policy holder dividends upon the profits
made by the company, the limitations placed upon the payment of
dlvidends only to shareholders from earned surplus by a domestic
corporation organized under the Texas Business corporution Act
can not apply to life insurance corporations becaule "profits"
would of necessity be a part of “"earned surplus” as that term
is defined by the Texas Business Corporation Act.

It is our opinion that a domestic insurance company
can pay dividends to policyholders from surpius funds arising from
profits made by such company, but such Insurance company may not
nds from that portion of surplus funds

designated by its board of directors as earned surplus to be
avallable for distribution to its stockholders.

To hold contrary to this opinion would be contrary to
& long-standing departmental construction of the State Board of
Insurance.  We are not willing to overrule such a long-standing
departmental construction in the absence of authority to show
such construction to be wrong.

SUMMARY

A domestic corporation may not lawfully pay
dividends out of its earned surplus to any person
other than its shareholders.

A life insurance corporation, chartered and
authorized to do businesa In the State of Texas
may lawfully pay dividends to peolicyholders from
surplus funds arising from profits made by such
company, but such insurance company may not pay such
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policyholder dividends from that pertion of
surplus funds designated by its board of
directors as earmed surplus to be available
for distribution to its stockholders.

Sincerely yours,

WAGGONER
Attorney

. ti Aasistant Attorney General
TBW 18 J -
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